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DISTRICT OF COLUMBIA,
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Respondent.

ORDER
For the reasous set forth in this Court's Opinion and Order entered

this date, it is now, therefore,

ORDERED..that Petitioner's Motion for Summary Judgment be, and
hereby 1s, granted; and that Respondent's Cross-Motion for Summary
Judgment be, and hereby 18, denied; and it 1is

FURTHER ORDERZD that Regpondent District of Coluzdia refund to
Petitioner the amount of $225,664 for tax overpaycsnts for the year
1977 and $107,094 for tax overpayconts for the year 1978, with interest

as provided by D.C. Code §47-3310(c) (1981 ed.).
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SUPERIOR COURT OF THE DISTRICT OF CoLumIA

Tax Division gurzicn coury oF TH3
DISTRICT OF CCLUMEIA
TAK DIVIFT O

McLEAN GARDENS CORPORATION : : < 180
(formerly CBI Fairmac Corporation), JAN 31 /'L'j

Petitioner, :
=3 T
Tax‘Docket No. 3158-82 .

V.

DISTRICT OF COLUMBIA,

Respondent. :

OPINION AND ORDER

This matter came before the Court on November 16, 1982, on Crogs-
Motions for Summary Judgment. The taxes in controversy are District of
Columbia franchise taxes assessed against the petitioner pursuant to
D.C. Code 1981 §47-1807.1 aud 1810.2 in the amounts of $225,664.00 for
tax year 1977, and $107,094.00 for tax year 1978. The assesgstent re-
sults from the District'e determination that the petitioner was a
unitary business and {ts use of a "three factor formula" to determing

the petitioner's taxable income. The petitioner's administrative claim

{ for a refund was denied, and the petitioner paid the disputed taxes and

statutory interest on January 14, 1952.
Tuis Court has juriodictica to hear this appeal pursuaat to D.C.
Code 1981 §§11-1201 and 4’-3303.
I.
The Petitioner, lclaan Gardens, claims that the Respoudent District

of Columbia improperly combined the property, payroil znd sales coapo-

2nents (the three factor formula) of two geparate corporatioms, ¥clean

f Gardens in the District and Fairlington Villsge in Virginia, im order to

de:cruino McLozn Gardeng' taxabla incoma. Tha Petiticnar allezcs that

HcLean Gardens, waich operates colely in the District, is a busineos

g
i
|

; entity that is eatirely ccparate from Fairliagtea Village, vaich opcraCQf
¥

; golely in Virginia. Tae Petiticner contends thorafora that tius Dictrict't
r 4

i 1
“decision to tax McLean Gardens~Fairlington Village as a unitary buginess

v
¢



™y
,\l

-2 -

violated D.C. tax statutes and regulations and resulted in double
| taxation (taxation of the same income by both the District and The

Commonwealth of Virginia) repugnant to the Due Process Clausa and the

§Commarce Clause of the United States Constitution. The Eiatricg/ci;ims.
!
business operations to the extent that an economy of scale was achieved,
resulting in a unitary business for taxation purposes. Therefore, the
issue before the Court ig whether the District correctly datermined that
McLean Gardens-Fairlington Village was a unitary business, and thus
properly applied the three factor formula to the unitary bueiness for
the purpose of determining the taxable income of Mclcan Gardens. After
careful considerationm of the pleadings and records of the case, and the
arguments of counsel, the Court has concluded that Nclean Gardens and
Fairlington Village are separate businesses requiring separato taxation.
iFinding that the District acted improperly, the Court grants the Peti-
tioner's Kotion for Summary Judgmont.

II.

The matoriasl facts of this case are not ia dicpute, and may be

'briofly gummarized:

i

[
)
i

{

;tion and CBI Fairmac Corporatiom, acquired the asgets of three corpora-
f:ions: McLlean Gsrdens Corporation, Horth Fairiiangtonm Corporation, and
iSouth Fairlington Corporation. The primary asset of ¥clean Gardens

Corporation was an apartment complex located in the District of Columbia

fon the other hand, that Mclean Gardens and Fairlington Village shared i

y

1. 1Ia 1972, Petic‘oner. formerly knowm ¢s CDI Hew Fairmac Corpora-

§
i

H

land commonly known as lclean Gardens. [orth Pairlington Corporation and

i
:South Fairlingtoa Corporation each owned a portion of an apartceat

jcomplex located in Arlingtonm, Virginia, and co=ronly known as Fairlington

i
:!

'Villaga. The Petitionor maintained {ts corporate asddrecs at 3118 South

}
¢
[
H

Pl
{/Abingdon Street, Arliangtou, Virgimia.
! .
i
!

T?otitionar imzzadiately engoced inm oo extensive cnd compreheaoivae

I
H
k]
£

2, After tha ecquisitionm of chis Fairiingtoea Village co=plox,

'zahodilitation and remodaling project im ordar to comvert £ho gparimanis |
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in the complex to individual condoainium units which could be gold a3
quickly as possible. DBecause of the size of Fairlington Village,
remodeling of all buildings could not be undertaken simultancoucly.

Accordingly, some of those buildings which had not yet bcanljiggdeied f
s

-

and converted to condominiums were kept available for tenants who wished

to remain pending coanversfion of their units.

3. The employees hired to perform the renovation and remodeling
activity at Fairlington Village were employed solely in Virginia and
performed no services in connection with the District of Columbia
business at McLean Gardens.

4. During the convergion at Fairlington Village, thea buginess
conducted by Petitioner at McLean Gardens continued its historic opaera-
tion as an apartment rental complex. That business employed its owa
staff at HﬁLean Gardens for janitorisl, maintemance, cleaning end maid
service, as well as ior rental operations end other gupport activitics.
The supervisor of maintenance at licLeaa Gardens and the cupervigsor of
the staff of the McLean Gardens business caintained their only offices
on the site. They had the exclusive suthority to hire end fire tha
employees they supervised. The only assistonce provided by Virginia-
besed employees co‘piated of accounting sexvices and upper canagesent
level decisions om special policy matters cuch as zoaing cad roat

control litigation. Personnel ecployed at the lcLean Gardens businecs

IR,

in the District of Columdias provided no services and in no vay sosisted

in the operation of the business conducted at the Fairlington Village }

cocplex in Virginia,
5. Petitioner provided a hogpitalization plan for the euployecs

inc., bashinstoa)
}
D.C. All premiums vere paid by Petitioner. Petitioczor did wot provide ;

of 1its Virginia business through Group Hospitalizatien,

a hospitalizatioa plan for tho coployees of Lts Districz of Coiwvziic

"

busiveas. However, it <id pormit thoce czployees, &t Ghsic ouwa axpenzg,:

to join the plen for tha Virginia cmployees.
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6. 7Tha sama ingurance cozpeny and agency provided coverage for
both Petitionar's Virginia buginess and its District of Columbia business.

7. Various payroll and general accounts were maintained by
Petitioner at the Alexandria National Bank in connection‘wiiﬁ/;hd///
District of Columbia business and its Virginia business,.and the two
officers of the Petitioner were the signators on each of these accounts.

8. Because of the geographic separation and independeant operation
of the McLean Gardens and Fairlington Village businesses, Petitioneor
from its inception continuously used an accounting systea which eapar-
ately identified each item of earned income as having been earnad ecither
at McLean Gardens or at Fairlington Village. This accounting system
also specifically allocated the majority of all expenses incurred to
either McLean Gardeas or Fairlington Villege. Only & cmall frection
of tha two buginesses' expenses and deductions were comdined and
apportioned betwcon the District end Virginia. This fractioa ropre-
gentad boolkkcaping and adzminigtrativa corvices, end limited cuparvicion
provided for lclean Gardens by personncl located im Virginia.

9, The pestitiomer had nmo gross incooa cormed froa eay trede or
business being conducted both within end without the Dictrict of Columbis.

10. Ceginning with its incéryoxﬁtion in 1972, Petitionor consis-
tently usod tho ceparate accounting syctco a3 the besis {or filing its
annual District of Columbia {ranchige anrd Virginia incoma tex returus.

For the years through 1976, the District raised no objection to Peti-

tioner's use of its separate accounting cystem &3 the baois for £iling
its tax returas.

11. The Petitioner alco used this scparate accountiang systeam for
tha filings it mode with the District of Colurbis Rental Accomzodations
Office. The District of Coluzbis Reat Coatrol Lew limited the nnxiocua

emount of reats that couid be charged ot [ziooa Gardema. The effect of

that lew is roflccted in the reduced netl incema of the Hclean Gordens

businass for 1977 wad 1970.
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12. Although there was a significant deficit from the District of
Columbia business in 1978, on an overall basis (1972-1979) there was not§
a cash flow deficit from the District of Columbia bisiness. In 1978,
rather than borrow funds to fund the deficit in the Distficé/gf,Cbi;mbia
business, Petitioner utilized funds generated by its Viégiﬁia business
to pay some of the expenses of the District of Columbia bualﬁesa.

13. On Octoder 12, 1978, Petitiomer filed {te 1977 franchiose tax
éreturn with the District of Columbia. Thic retura recorded as net
income earmed within the District of Colucbia all of the gross income
which Petitiomer deri?ed from its trade and busincos at the licLean
il Gardens complex, less the expenses incurred in carming that incoos,
computed in accordance with the separate accounting system. Tha
franchise tax on Petitiomer's resulting not incoz2 was $37,587 lass
than the estimated tax payments mada for 1977, aad on ito franchise
tax return Petitioner claimed a refund of taic overpayment. Dy sncanded
return for 1977 dated Septcmber 23, 1900, this claim for efund was
increagsed to $41,033 as a rasult of Federal incore tax audit adjustwments.
By letter on beholf of Patitiomer dated Jjune 10, 1981, it was further
clairmed that interost inmcome from passive imvestwonts uarelated to tha
McLean Gardeng buifnmss which had been originaily apportioned between
the District of Coluczbia and Virginia on Petitioner's 1977 District of
Columbia tax rvetura ehould hnvq been reported colely as Virginia income
because the domicile of Petitioner was Virginia. This further claim

:reculted in the final claim for refund for 1977 beins increased to

$43,709.
14. On October 12, 1979, Petitioner {iled its 1978 franchise tax

return on which a refund of tax ovorpayreatc of $33,000 was claiwed.

‘
1

i Thies tax return recorded as nmet income earrad within the District of

H

i Coluzbia all the gross incoms derived {ron Petriticner's treds ond

‘

businesas at the E:Lé&n Gardecns couplexn lass the expenses imcurred in

I
i

E%earning that income cormputed in accovrdamca with the sepsrate sccouating
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 gystem. On September 23, 1930, Petitioner {iled an azended 1975 fran-

chise tax return which did not change the amount of the refund claimed.

15. The income *tax returns filed in Virginia by Petitioner in
e

1977 and 1978 recorded as net income earmed within Virginfi/g;l/fg;

gross income earned by Petitioner's trade and business in Virginia in

those years less the expenses incurred in earning that fincome computed
in accordance with the separate accounting cystem. Petitioner paid
taxes at the statutory rate on the resulting net incoma.

16. In 1931, Petitioner's tax returns for 1977 and 1978 were

j audited by the Audit Division of the District of Columbia Department of

Finance and Revenue. At the conclusion of the sudit, the Department
combined Petitioner's Virginia and District of Columbia net income,

applied a three~factor formula to the total net income, and concluded

that Petitioner had tuxable_incacn attributsble to its trads and businch

in the Diotrict of Colurbia in the acovats of $1,731,396 for 1977 and
$893,095 in 1978. FPor the sama years, tho Jross reatals received from
McLean Gardens wore only $1,758,494 and $954,370, respectively.

17. As a result of the action taken by the Department of Finance
end Revenue, the District of Columbia rajected Potitioaner's claims for
tax refunds of $4$,709 for 1977 and $33,000 for 1978. The District
assessed additional tax which, with interest, totaled $181,875 for
1977 end $74,119 for 1973. Tae Petitioner paid che additional aseass-

ments on January 18, 1982. The payments resulted in a total claimed

| overpayment by Petitioner of $225,664 for 1977 and $107,094 for 1978.

III.
Petitioner argued that application of the threc-factor formula in
this case vioiated (A) the D.C. Code, (3) the D.C. Franchice Tex

Regulations, end (C) the Duae Process Clouce cnd Coumarce Claouce of tha

Uaited States Constitution. Tho Regpoudeal arfuced that it hod correctly
i &

detoruined that I[lzlean Gardens-Pairiingten Villegs wss a evaitary busi-

©3$s, ood chus chat appiicsotion of cha three~-factor formula to tha

i
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combined business income was a proper method by which to gauge McLean
Gardens' liability for D.C. franchise taxes for 1977 and 1978.

A. The District of Columbia Code imposes a franchise tax on the
“taxable income'" of a corporation and "taxable income" is definod”g;
"the amount of net income derived from sources within th; District."
D.C. Code 1981 §§47-1807.1 and .2. The Court finds that the patitioner
derived its income from two separate sources or businesses--one within

the District of Columbia (McLean Gardens) and one wholly without the

District of Columbia (Fairlington Village). The operations of each

ithe two separate businesses which vere conducted by Petitioner into one,

‘unitary business.

businessAvere conducted by separate staffs which performed different
types of functions. Each of the businesses was cozpletely independent
except for a minimal amount of supervisory services relating to zoning
and rent control iitigation and accounting gervices provided to McLean
Gardens by Fairlington Village personnel.

The Respondent contends, however, that as a resgult of the nminimal
gsarvices provided to the District of Coluxbia businzgss by employeas of
the Virginia businegs, advantages of economy of ccale wera achieved
netting a unitary business. There is no factual support in the record
for the assertion that any such advantajes of economy of ccale were
Moreover, even if minimal economiecs of scale had been

achieved.

achieved, that would not, given the other focts of this case,transform

The incoce carned in the District of Columbia by the McLean Gardens

“Susiness was "derived from sources within the District" and there is no

'dispute that District taxes may be impogsed on such income. However, the

income earmed in Virginia by the Fairlimgton Village businegs was not

"derived from sources within the District." It was earased in Virginia

‘and income taxes vere paid in Virginia with respect to guch incoms.

iAccordingly. this Court holds that the Dejpartmont of Tincoce end Revemue

¥
1

1
Lacted in violation of D.C. Code 1981 §47-1007.1 im cecking to tax

'

i

' Petitioner's Virginia imcome,
It

I

5]
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B. Section 309.2 of the D.C. Income Tax and rranchise Tex Regula-

!tions provides, in relevaat pact:
The neasure of the franchise tax shall be that

portion of the net incozme of a corporation . . . as
is fairly attributadble to any trade or business ~/////,«//
carried on or eagaged in within the District .f.’, s

The regulations further provide that, if the three~factor formula does
"not fairly represent the extent of the taxpayer's trade or business in
the District" separate accounting may be used. D.C.R. & Regs. Tit. 16

§309.5(j). These regulations are modeled after the Uniform Division of

Income for Tax Purposes Act which has been adopted in over 35 states,

and these provisions, or similar provisions, have baen repeatedly
o construed to endorse the use of separate accounting in situations such

as the present one. Sco: Comptroller v, Diebold, Ine., 279 Md. 401, 369

A.2d 77 (1977); A.B. Crupggermann & Co., Inc. v. State Tax Cermission, 42

A.D. 24 473, 349 3.Y.S.2d 28 (Sup. Ct. 1973); 2cool~ cx rel. Shoratonm

i
gﬁuildinﬂnl Inc., Onlator v. Tax Cormission, 15 A.D.2d 142, 222 N.Y.S.2d

192 (Sup. Ct. 1961). Sca also: Cor—omwealth v. Advance~iilgon Industries!

Inc., 456 Pa. 200, 317 A.2d 642 (1974).

The irposition of rent controls and the high costs incurred in

operating lclesn Gardens resulted in a net income of only $617 in 1977

lfrom McLean Gardens and f& 1978 Petitioner incurred a net loss of

v

33718.197 froa Meleen Gardens——rosulting in o total met loss for both

3

H
gyearn in excess of $700,000.
i

Y
i however, the Dopaortment sought to charge Petitioner with a net income

- i

; from within the District of $1,731,396 for 1977 cnd $3593,059 for 1978, f

By application of the three-foctor formula,

- 1
' "even thouzh the voliin~uted press remtal collections from ticleca Gardens

b
. totaled cauly 91,753,494 in 1977 aad $$54,378 ia 1973. The Departcent's
fuaa of the thrce-fcctor formula thuas gemcerated a o-t inrcons figure equal

?:o €3.432 of tha ~7=71 incoz=a corned by lizlean Gardeas durimg 1977 and

f92.62 of puch pwc~1 income during 1970.

A i - . -
R : Tas Doopondent does mot contest that cuch vould be the effect of

eyt

2 Ceppiying the thrce-fector formula to licLean Gardenmo-Tairliogtoa Village

ot
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The Respondent relies on District of Columbia v.

as a unitary business.

Pierce Associates, 440 A.2d 325 (D.C. App. 1981) for the propoaition

e oe—

that application of the three-factor formula for determining taxable

income is appropriate in the instant case. Pilerce 1nvolvei/£gs;¢///

strikingly disimilar to the facts presented by the instant case, and
thus does not control this Court's disposition of the issue. In Pierce

the taxpayer was a mechanical contractor conducting a unitary business
in the District, Maryland and Virginia. The taxpayer did not keep

separate accounts of income and expenses solely applicable to the

different jurisdictions. Thus, the Court of Appeals concluded, the

District's use of the three-factor formula was the proper mathod by
vhich to determine the "amount of income allocable to the District
business"” and thus subject to D.C. franchise tax.

Here, the Petitioner McLean Gardens is a business entirely separate

from the Fairlington Village business. The Petitioner maintains a

separate accounting system which demonstrates that the McLean Gardens

business 18 conducted wholly within the District and that the Paitlingtoé

Village business is conducted wholly without the District. Becsuse of

the Petitioner's longstanding use of the separate accounting systeam,

the District had no nded to use the three~factor formula to determine

the proper apportiomment of income from sources within and without the

District. The separate accounting system made eny such theoretical

apportionment unnecessary. Thus Plerce's spproval of the three-factor

formula in cases where a separate accounting system is not maintained
1/

does not apply to the present situation.
Under 211 the circumstances, aven if the incows from the Virginia

buoiness could be included within Petitionor's tax base for purposes of

calculating the District franchise tax, tha application of the three~

1/ Tha Court also potes that the D.C. Court of Anpeals holdinj ia
D4~men that tha District riny tax nocbusinecs incoms only 4f tho tax-
porer's cormareinl demdcila 4o withdn tha Cigtrict cupports thio
Petiticnsr'o exclusion of imtcreoot incomn {rom passiva ianvestments
unrelated to McLean Gardens in tax year 1977.

e e e
‘.



factor formula to the Petitioner would not "fairly represent the extent
of the taxpayer's trade or business in the District.” This Court thus
holds that application of the three-factor formula.in this case violates
Reg. §309.2 and §309.5(3) and that Reg. §309.5(3%) tequitss. instaadf

the use of separate accounting.

the Supreme Court established the principle that 1if application of an

apportionment formula in a particular case results in "attributing to

the business transacted in that State," such application violates the
Due Process Clause. The application of the three-factor formula in the
present case turns $617 of net income in 1977 and a $718,197 loss in
1978 into taxable income of $1,731,396 in 1977 and $893,049 in 1978 and,
thereby, results in Petitioner rcalizing taxable income in 1977 equal
to 98.4X of the gross rentals collected from McLean Gardens in that

year and in 1978 equal to 92.6X of the gross rentals from McLean Gardeng
U.S. 501 (1942) for the proposition that the conversion of a loss into

Bros. involved a chain of wholesale establishments vhich were operated

- 10 -

C. 1In Hans Reea' Sons, Inc. v. North Carolina, 283 U.S. 123 (1931)

[a State] a percentage of income out of all appropriate proportion to

The Respondent, however, relies on Dutler 3ros. v. McColsen, 315

a profit through use of !he three-factor formula is proper. CTutler

as one business. The California store made sales of $5,2056,000 during

1935 and, on a scparate accounting basis, reported a tex loss of
$82,851 for California tax purposes. The California tex cuthorities

applied the three-factor fortula and determined a tax profit of some

$93,500. The Suprecma Court held that a tax on a unitary busincos equal éo

lesa than 4% of the gross receipts of tha California store, did not
violate the Due Procecs Clsuse. In contrast, in the precent casae thae
application of the three-fector formula results im en incrcase im
toxable income equal to over $UI of the lilesza Gardens GFosg recaipto i

in 1977 end to approxzimataly 10745 of ouch veceiptn fm 1873. Cander all

tha circumstance., this Court holds that appiication of tha threc- i
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factor formula in this case violates the Due Process Clauge of the Fifth
Amendment because it attributes to the District income out of all

appropriate proportion to the business of the Petitioner transacted in

the District of Columbia.

In both Mobil 0il Corp. v. Commissioner of Texes of Vermont, 445

U.S. 425 (1980) and Exxon Corporation v. Wiéconsin Departoent of Revenue)

447 U.S. 207, 227-228 (19§%), the Supreme Court stated that, in deter-
mining whether the Commerce Clause 1s §iolated by application of the
three-factor formula, a court must |
exanine the "practical effect" of the tax
to determine whether it i{s applied to cn
ectivity with a substantial nexus with the
texing state, i3 fairly apportionaed, does
not discriminate against interstata com-
perce, and is fairly relatced to the ger-~
vices provided by the state.
447 U.S. at 227, 228. 1Iun the present case the application of the three~
factor formula does not fairly apportion income to. the District of
Columbia. Horeerr. Petitioner paid its Virginia taxes on its Virginia
business and application of the three-factor formula by the District of
Columbia would vasult {n actual double taxation of approximately $1.7
million of income in 1977 and approximately $900,000 of income in 1978.
Under such circumstances, this Court holds that tha practical effect of
the application of the three-factor formula is to burden interstate
commerce in violation of the Commerce Clause.

Iv.

This case presents a question of interpretation of a set of undis-
puted facts. The Court has carefully weighcd all tha facts, particularly
the historic use of a separate accounting system, and has concluded that
McLean Cardens and Fairlington Villege are separate businesses. Thare-

fore, the Respondent‘'s decision to tax the incoms of licLsan Gardens by

applying the three-factor forzula to Mclean Gardens~-Fairlington Village

as a unitary business was improper.
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Based upon the foregoing findings of facts and conclusions of law
this Court has determined that Petitioner's Motion for Summary Judgment,
should be granted and Respondent's Cross-Motion for Summary Judgment
should be denied. The Court will direct Respondent Disgr{ifdgf/ﬁ;i;mbia
to refund to Petitioner the amount of $225,664 for tax overpayments for
the year 1977 and $107,094 for tax errpayments for the year 1978, with

interest as provided by D.C. Code §47-3310(c) (1981 ed.).

JUDGE IRALINE G.
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H. Todd Miller, Esquire

David A. Kikel, Esquire-

815 Connecticut Avenue, N.W.
Washington, D.C. 20006

Richard G. Amato, Eaquire
Assistant Corporation Counsel, D.C.

ﬂ“u_c.amxp-sa&,h Toltaey L Homben
Finance Officer, D.C.
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